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TAX HEWS____________________
MARY LANIGAR, C.P.A., Beverly Hills, California
SURTAX ON IMPROPER 
ACCUMULATION OF SURPLUS
Sec. 102 imposes an additional surtax on 
corporations which permit earnings and 
profits to accumulate lor the purpose of 
preventing the imposition of the surtax on 
their individual shareholders. The law pro­
vides that the fact that the corporation is 
a mere holding company or that earnings 
or profits are permitted to accumulate be­
yond the reasonable needs of the business 
shall be prima facie evidence of avoidance 
of imposition of surtax upon shareholders. 
In general the surtax is imposed upon the 
net income (before deducting net operat­
ing loss or capital loss carry-over) less fed­
eral income tax and less dividends paid. A 
cash basis corporation must deduct income 
taxes paid rather than accrued in the tax- 
able year. The tax rate is 27.5% of the 
first $100,000 and 381.5% of the amount 
in excess of $100,000.
Question 8, page 3 of the 1946 Federal 
Corporation Income Tax Form 1120 is 
designed to supply preliminary informa­
tion as to the status of a corporation with 
respect to the Sec. 102 surtax. If dividends 
paid were less than 70% of the earnings 
and profits of the taxable year, this ques­
tion asks that reasons for the retention of 
earnings be stated. A concrete and care­
fully planned response to this question is 
advisable for any corporation to which 
Sec. 102 might be applicable. While many 
corporations have set aside surplus for plant 
expansion, possible inventory losses or 
other future contingencies, a more specific 
reason for accumulating surplus than pos­
sible adverse economic conditions should 
be supplied, If there are circumstances 
which would indicate a possible assessment 
under Sec. 102, every effort should be made 
to reduce the surplus requirements to 
writing and to maintain a special folder of 
pertinent information which might be sub­
mitted to a Revenue Agent who proposed 
an assessment. Minutes of directors’ meet­
ings in which expansion plans were dis­
cussed, architect’s plans, contractor’s esti­
mates and copies of correspondence as­
sembled in a folder would be convincing 
evidence that expansion was actually con­
templated. If inventory requirements consti­
tute a valid reason for retaining surplus, 
it would be advisable to prepare inventory 
comparisons and to retain price lists and 
pertinent articles from trade publications 
to support the corporation’s position. The 
best defense against the imposition of the 
Sec. 102 surtax penalty is adequate informa­
tion to convince the Revenue Agent that he 
should not assert the penalty. The amount 
of surplus which may reasonably be re­
quired in a particular business is a matter 
of judgment, and it is difficult to present 
the facts to a court of law. Corporations 
which have invested in securities or other 
assets not related to their business or have 
lent money to officers or stockholders are 
unusually vulnerable. While particular at­
tention is directed to closely held corpora­
tions, the Sec. 102 surtax was imposed in 
the Trico Products Corp. case, in which 
there were a number of shares of stock 
held by the general public.
TIME FOR TAXATION OF 
PARTNERSHIP INCOME
In the case of a partnership which is 
terminated before the end of a fiscal year, 
the questions of the time to file a return 
and the calendar year in which a partner 
should report his distributable income have 
troubled many taxpayers. While the regu­
lations arc not specific in this respect, the 
issue has been clarified by several court 
cases. The conclusion was that a previously 
established accounting period would be 
followed despite the fact that the partner­
ship was terminated before the end of such 
period.
A recent case, Mary D. Walsh, 7 T. C. No. 
25, concerns the termination of a partner­
ship with an established May 31st fiscal 
year by the death of a partner on July 7, 
1939. The court held that the surviving 
partners were not required to report the 
income for the period June 1, 1939 to 
July 7, 1939 in their individual calendar 
year returns until 1940. The conclusion 
was that the taxable year of the partnership 
was not changed as far as the surviving 
partners were concerned by the death of a 
partner during the fiscal year. An earlier 
case held that a partnership dissolved dur­
ing the year should report income for the 
final period as income of the twelve month 
accounting period. Establishing the ac­
counting period determines the time for 
filing the final return as on or before the 
fifteenth day of the third month following 
the close of the accounting period.
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DEDUCTIBILITY OF FEDERAL STAMP 
TAXES ON SECURITY AND 
REAL ESTATE SALES
The Revenue Act of 1943 applicable to 
taxable years beginning after December 31, 
1943 provided that Federal stamp taxes 
were not deductible as taxes. In further 
clarification of the treatment of stamp taxes 
I. T. 3806 provided that transfer taxes paid 
by a dealer in securities or real estate were 
deductible as ordinary and necessary busi­
ness expenses and that transfer taxes paid 
by a nondealer were deductible only as a 
selling cost or reduction of selling price 
in determining the net gain or loss realized. 
The provision concerning nondealers limits 
the income tax benefit to be derived. Since 
net long term capital gains are included 
in individual returns to the extent of 50% 
of the actual gain, the transfer tax deduc­
tion would be only 50% of the amount 
paid.
Prior to the publication of LT. 3806 
in July 1946, the Bureau had ruled that 
transfer taxes paid by nondealers were 
deductible and need not be treated as off­
sets against the selling price. Mim. 6083 
recognizes the fact that many taxpayers re­
lied on the previous ruling, which was 
widely publicized, in filing 1944 and 1945 
returns. It states that it will be the ad­
ministrative policy not to disturb the treat­
ment of stamp taxes in returns which fol­
lowed the previous ruling if filed before the 
publication of I.T. 3806.
VETERANS’ SUBSISTENCE 
ALLOWANCES
Subsistence allowances received by a vet­
eran who is engaged in on-the-job training 
or who is attending school arc not taxable 
income. A salary paid by the employer to a 
veteran engaged in on-the-job training is 
taxable to him in the same manner as any 
other compensation.
A veteran attending school and receiving 
a subsistence allowance may be claimed as 
a dependent under certain circumstances. 
A dependent may not have gross income 
of $500 or more, but the subsistence allow­
ance would not be included in gross in­
come. In determining whether the taxpayer 
claiming the exemption furnishes more 
than one half of the support, non taxable 
income of the dependent must be consid­
ered if it is used for the dependent's sup­
port.
FAMILY PARTNERSHIPS
Family partnerships, a popular device for 
avoiding high surtax brackets in recent 
years, have produced many additional in­
come tax assessments,-but two recent cases 
indicate that they will be further scruti­
nized by the Treasury Department as 
sources of gift tax revenue. Most family 
partnerships arise through a sale or a gift 
of an interest in a going concern to a wife 
or minor child. Because of the difficulties 
involved in determining the fair market 
value of a successful business, the gift tax 
problem may prove more troublesome to 
taxpayers than the problem of convincing 
the courts that a bona fide partnership 
exists. From an income tax standpoint 
nothing is lost if family partnership income 
is taxed to the husband rather than to the 
wife and children as intended, since the 
income was originally taxable to the hus­
band. However, if a gift tax is imposed 
it must be paid even when the contemplated 
saving in income tax is unsuccessful.
IN MEMORIAM
Florence R. Pennington
The Los Angeles chapter suffered a 
grievous loss in the death early in De­
cember of its president, Miss Florence R. 
Pennington.
Miss Pennington joined ASWA shortly 
after it was organized in 1940 and served 
it continuously and effectively in many 
capacities. Her wise counsel, clear vision 
and capacity for friendship will long be 
remembered by all who knew her.
Besides being president of the Los An­
geles chapter she was a member and past 
officer of the Eagle Rock Business and 
Professional Women’s Club, and a member 
of the Eagle Rock and Highland Park 
Realty Board, of the Highland Park Ebell 
Club, and of the Eagle Rock Women’s 
Twentieth Century Club.
She is succeeded in the office of presi­
dent by Miss Virginia Boyer, who is on 
the staff of Price, Waterhouse & Co. in 
Los Angeles and received her CPA certi­
ficate during the past year.
Helen Walker
Atlanta chapter was inexpressibly sad­
dened by the death of one of its most out­
standing members, Mrs. Helen Walker, who 
lost her life in the tragic hotel fire early 
in December. Mrs. Walker, who was audi- 
(continued on page 11)
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